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Abstract 
Theoretically, financial account (FA) serves as a means of financing deficit in a country’s current account 
(CA). With the outburst of the rapid globalization and the liberalization of the capital markets, the function of 
FA could be a major cause of CA instability. This study empirically investigates the interrelationship between 
CA and the components of FA for the four crisis-affected Asian countries of Indonesia, Korea, the Philippines 
and Thailand. Empirical results show that deficit in CA mirror the surplus in FA supporting the theoretical 
foundation of balance of payment (BOP). We observed CA Granger causes FA suggesting that CA can be used 
as  the  control  policy  variable  for  the  flows  of  capital  in  these  countries.  Therefore,  the  innovation  of  CA 
(whether deficit or surplus) would be important information for the liberalization and globalization of FA.  
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1. Introduction 
Imbalances  of  current  account  in  both  developed  and  developing  countries  are  of  great 
analytical  and  empirical  interest  to  the  policy  front.  According  to  Eichengreen  (2006),  large  and 
persistent US current account deficit (CAD) would distort the capital inflows, sharp compression of 
the US current account and eventually the global imbalances. Makin and Narayan (2008) on the other 
hand, provoked that the rise of the CAD in the US are strongly coincided with the saving rates in East 
Asian, especially in the post 1997 era. Further, concern raise up by Obstefeld and Rogoff (2004) and 
Blanchard, Giavazzi,  and Sa, (2005)  that unless  major  policy actions are taken, these  imbalances 
would  generate  global  financial  turbulence  and  possibly,  a  world  economic  crisis  as  the  world 
experiences now.   
When this scenario persists, the probing question to the policy forefront is what are the sources 
of the current account imbalances? Literature addresses several sources such as twin deficit theory (see 
for  example,  Rosensweig,  and  Tallman  1993,  Vamvoukas  1999,  Piersanti  2000,  Leachman,  and 
Francis 2002, Baharumshah, and Lau 2007, Acaravci, and Ozturk 2008, Hakro 2009) which supports 
that a worsening budget deficit stimulates an increase in current account deficit. Some resort to the 
‘savings glut’ phenomenon as source of this imbalance (Bernanke 2005, Dooley Folkerts Landau, and 
Garber 2005) while others examined the sustainability of the CAD (Cashin and McDermott 1998; 
Fountas,  and  Wu  1999,  Irandoust,  and  Boo  Sjoo  2000,  Lau,  and  Baharumshah  2005,  Lau, 
Baharumshah, and Chan 2006, Kim et al. 2009, Christopoulos, and Leon Ledesma 2010).  
Rather than relied on these sources, this paper venture from the perspectives of the balance of 
payment (BOP), a fundamental relation in open economy macroeconomics
1. At the theoretical level, 
the interaction between the  current account (CA) and financial account (FA) justified that capital 
flowing either in or out serves financially to fill the gap between domestic investments and savings or 
the CA. Experience from the developing countries especially the Latin America and Asian were at the 
receiving end of inflow of capital in the 1990s; however were allegedly not always used productively 
(Lahiri, and Mahbub Morshed 2006)
2.  
                                                 
1  The  interrelationship  between  the  component  accounts  in  BOP  would  capture  the  reactions  of  the 
financial and real sectors to systemic disturbances and their interaction during the adjustment process (Fausten 
1990).  
2 Since the late 1980s, the East Asian countries have been the largest recipients of capital inflows in the 
world (Grenville 2000). The investment boom during 1987–1997 was primarily led by foreign capital. Volume VI/ Issue 1(15)/ Spring 2011 
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Although the interrelationship of CA and FA is dubbed as an identity in the BOP accounting, 
policy response adopted by the government toward capital inflows or outflows would transform the 
identity into causal relationship. Research attempt to tackle such issue were available in the literature 
although the insight is still pending and by no means inconclusive. Fry, et al. (1995) found that 17 
countries with FA Granger cause CA, 12 countries with CA Granger cause FA while 21 countries 
have no causal relationship while Wong and Carranza (1999) showed that, prior to 1989 when capital 
mobility was restricted, there is evidence that CA Granger causes FA, while the direction of causality 
reversed when capital mobility was liberalized. Sarisoy Guerin (2005) found that causality running 
from CA to FA in developed countries, while in developing countries causality going the other way 
around. Yan (2005) support this evidence using a collection of developed and developing countries but 
mixture of evidence was found in Yan (2007) and Yan and Yang (2008). In short, the direction of 
causality can go both ways.  
Simply to attempt the question, the present paper empirically examines and draws some policy 
lessons on the relationship between FA and CA of the four crisis affected countries (Indonesia, Korea, 
the Philippines and Thailand). This article differs from existing literature in the following ways. First, 
we observed that these countries recorded large CAD in the late 1980s and first half of the 1990s while 
sudden reversal into surpluses during the post 1997 crisis period
3. In an advancement of previous 
work, we based our empirical analysis on recent developments in time series econometrics methods 
and our sample period was extended to include the post 1997 crisis period that ended in 2006:Q4 
Second,  we  disaggregate  the  FA  into  three  sub components  of  foreign  direct  investment  (FDI), 
portfolio investment (PI) and other investment (OI). The causal direction between these variables may 
provide constructive information and policymaking guide as to which of the composition of capital 
flows may be able to offset the deficit in current account. Third, based on the experimental revelation, 
it  would  contribute  to  the  financial  account current  account  literature,  particularly  for  developing 
economies.  
As  such,  the  structure  of  this  paper  follows.  Section  2  describes  the  current  account  and 
financial account intensities in the last two decades. Section 3 highlight the econometric strategy and 
data  description  adopted  in  the  paper.  Section  4  reports  the  empirical  findings,  while  concluding 
remarks is presented in Section 5. 
 
2. Empirical Strategy 
2.1. Unit Root and Stationary Testing Procedures 
We applied the Said and Dickey (1984, ADF), Elliott, Rothenberg, and Stock, (1996, DFGLS) 
and  Kwiatkowski  et  al.  (1992,  KPSS)  testing  principles  to test  the  existence  of  unit  root for  the 
variables under investigations. Briefly, the ADF and DFGLS tests for non stationary (unit root) while 
KPSS  examined  the  level  or  trend  stationarity.  The  application  of  this  methodology  is  by  now 
becoming common in the literature of time series econometrics.  
 
2.2. Cointegration Procedure 
Johansen  and  Juselius  (1990)  multivariate  cointegration  test  is  adopted  in  this  paper.  One 
advantage  of  this  approach  is  that  the  estimation  procedure  does  not  depend  on  the  choice  of 
normalization and it is much more robust than Engle and Granger (1987) test (see Gonzalo 1994). This 
test utilizes two likelihood ratio (LR) test statistics for the number of cointegrating vectors: namely the 
trace test and the maximum eigenvalue test. The Johansen procedure is well known in the time series 
literature and the detail explanation are not presented here.   
 
2.3. Granger Causality Tests 
If  cointegration  is  detected,  then  the  Granger  causality  must  be  conducted  in  vector  error 
correction model (VECM), otherwise, the analyses may be conducted as a standard first difference 
vector autoregressive (VAR) model. VECM is a special case of VAR that imposes cointegration on its 
variables where it allows us to distinguish between short run and long run Granger causality. The 
                                                 
3 The selection  of this  group of countries is interesting as they  posses similar contention due to the 
episodes of currency crisis over 1975 1997 period as identified in Glick and Hutchison (2005). Journal of Applied Economic Sciences 
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relevant error correction terms (ECTs) must be included in the VAR to avoid misspecification and 
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where ∆ is the lag operator,  s s s s ρ γ φ β λ η χ δ α ′ ′ ′ ′ , , , , , , , , 0 0 0 0 0 and  s τ′  are the estimated coefficients, 
q p n m , , , and  r   are  the  optimal  lags  of the  series  current  account (CA),  financial  account  (FA), 
foreign direct investment (FDI), portfolio investment (PI) and other investment (OI),  s it
′ ζ  are the 
serially  uncorrelated  random  error  terms  while  4 3 2 1 , , ,         and  5     measure  a  single  period 
response to a departure from equilibrium of the dependent variable. Take for example, to test whether 
FA does not Granger cause movement in CA,  0 , : 2 0 = i H β  for all iand  1    = 0 in Equation (1a). 
4 In 
this sense, the F test or Wald χ
2 of the explanatory variables (in first differences) indicates the short 
run causal effects ( 0 , : 2 0 = i H β  for all  i ) while the long run causal ( 0 1 =   ) relationship is implied 
through  the  significance  of  the  lagged  ECT  that  contains the  long  run  information. The rejection 
implies that FA causes CA. Similarly, to test that CA does not Granger cause movement in FA the null 
hypothesis  0 , : 1 0 = i H φ  for all  i and  2    = 0 in Equation (1b). Also, we address the question of 
whether  the  disaggregated  components  of  FA  are  interdependent  or  independent.  Interdependence 
means that one or more FA components Granger cause this CA. Independence means that neither of 
the FA components exerts any causal influence towards CA.  
 Volume VI/ Issue 1(15)/ Spring 2011 
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3. Data Description and Results 
3.1. Data Sources 
Quarterly data series of current account (CA), financial account (FA), foreign direct investment 
(FDI), portfolio investment (PI) and other investment (OI) that begins in 1987Q1 and ends in 2006Q4 
were  adopted  in  this  paper.  The  data  are  obtained  from  International  Financial  Statistics,  IFS 
(International Monetary Fund, IMF), expressed as ratio of the nominal Gross Domestic Product (GDP) 
in  order  to  account  for  the  economy’s  growth  and  expressed  in  millions  of  US  dollars  prior  to 
estimation.  
 
3.2. Non stationarity and Stationarity Tests  
The results of ADF, DFGLS and KPSS tests suggest the existence of unit root or nonstationarity 
in level or I(1) for CA, FA, FDI, PI and OI. For space consideration, the results are available upon 
request from the authors. 
 
3.3. Cointegration Result 
Results  of  the cointegration  procedure  are presented  in  Table 1. The null hypothesis of no 
cointegrating  vector  (r=0)  in  favour  of  at  least  one  cointegrating  vector  is  rejected  at  5  percent 
significance level indicating that there is a significant long run relationship among these five variables 
[CA, FA, FDI, PI, and OI] in these countries. In other words, there is at least on stochastic trend 
shared among the five variables in the system for Korea, Indonesia, the Philippines and Thailand. We 
noted that both the trace and the maximum eigenvalue test led to the same conclusion—the presence 
of one cointegrating vector.  
 
Table 1. Cointegration Results 
 
Hypothesis    Indonesia  Korea  Philippines  Thailand 
H0  HA  k = 2, r = 1  k = 2, r = 1  k = 2, r = 1  k = 2, r = 1 
           
λ – max 
r  =  0  r = 1   47.641*   41.621*   44.581*   44.487* 
r  ≤  1  r = 2   22.714   20.782   21.609   24.587 
r  ≤  2  r = 3   8.357   10.640   14.297   10.093 
r  ≤  3  r = 4   4.955   7.514   3.861   7.158 
r  ≤  4  r = 5   0.633   3.053   2.642   3.311 
Trace  
r  =  0  r = 1   84.302*   84.611*   86.991*   89.637* 
r  ≤  1  r = 2   36.661   42.990   42.411   45.149 
r  ≤  2  r = 3   13.945   22.208   20.801   20.562 
r  ≤  3  r = 4   5.588   11.567   6.504   10.469 
r  ≤  4  r = 5 
 
 0.633   3.053   2.642   3.311 
Notes: k is the lag length and r is the cointegrating vector(s). Critical values for both the trace and 
maximum eigenvalue tests are tabulate in Osterwald Lenum (1992, Table 1, 468). Asterisks ** and * denote 
the statistically significance at 5% level. 
 
3.4. Normalization of Cointegrating Equation 
We proceeded with the estimation of the long run parameters of the model by normalizing 
current account (CA). There is only one significant vector detected in each case and so we do not have 
the problem of identification of the equation that represents the current account. Table 2 reports the 
long run parameters of the model. In general, the sign of the estimated parameter normalizing on CA 
is consistent with a priori expectation. First, we found negative relationship between CA and FA, 
supporting  to  the  fact  that  current  account  deficit  (surplus)  would  be  accompanied  with financial 
account surplus (deficit). The estimated coefficients of FA range from 0.182 (Philippines) to 0.662 
(Thailand). The results suggest that FA contributes most to Thailand’s CA, whereas it contributes least 
to Philippines’s CA. Second, FDI appears to have a positive relation with current account. Yan (2007) Journal of Applied Economic Sciences 
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suggest that such a phenomenon exist if the FDI in the host country were concentrated in the export 
oriented industries, enhancing the exports, which eventually bring about a current account surplus. 
Taking for example, one percent increase in FDI would contribute 0.843 percent in Korean CA. For 
Indonesia, the Philippines and Thailand the coefficients were at 0.751, 0.211 and 0.709 respectively. 
Third, we found that the portfolio investment (PI) and other investment (OI) have a negative impact on 
current account in all the studied countries, consistent with Kaminsky and Schmukler (2003), that 
unlike FDI which is more stable, PI (portfolio investment, consisting of both equities and bonds) and 
OI (other investments, mainly short term bank loans) are relatively volatile and played a role in the 
1997 crisis.  
 
Table 2. Normalizing the Cointegrating Vector 
 
  Variables 
Country  CA  FA  FDI  PI  OI 
Indonesia  1.000   0.582 ( 4.217)  0.751 (3.891)   0.115 ( 4.107)   0.061 ( 3.388) 
Korea  1.000   0.385 ( 2.711)  0.843 (3.229)   0.662 ( 2.681)   0.118 ( 3.371) 
Philippines  1.000   0.182 ( 2.843)  0.211 (5.411)   0.123 ( 4.921)   0.032 ( 2.667) 
Thailand  1.000   0.668 ( 2.619)  0.709 (2.791)   0.129 ( 3.794)   0.232 ( 3.569) 
Notes: The estimated coefficients were obtained by normalizing the current account variable from the 
Johansen’s multivariate cointegration tests. The number in the parentheses denotes the t statistics. 
 
3.5. VECM Results 
Results for the pre crisis period as depicted in Table 4 may be summarized as follow. First, 
short run channel of causality running from FDI and PI to CA are active for Indonesia while in the 
Philippines, PI and OI Granger cause CA. This finding concurs with the argument made by Bosworth 
and  Collins  (1999)  and  Wong  and  Carranza  (1999)  that  the  PI  and  CA  are  considered  as 
complementary processes. The finding of FDI Granger cause CA brings the implication that that FDI 
inflows bring about the deficit in CA, consistent with the stylized fact of the dynamic behaviour of CA 
in these countries (Yan 2007). Second, there is a unidirectional relationship running from PI to FDI 
and  OI  in  the  short  run  for  Korea  and  the  Philippines.  This  confirms  that  the  FDI  and  OI  are 
endogenous  because  it  may  be  explained  by  other  variables  in  the  system,  suggesting  that  the 
monetary authorities in Korea and the Philippines cannot fully control the FA. Third, we found that 
CA Granger cause FA in all these countries. This may be interpreted when CA is in deficit (surplus) 
FA needs to be in surplus (deficit). In other words, the fragility of the influx of capital flows could be 
control by the performance in CA.  
Fourth, FA appears to be insensitive in the system where it do not Granger cause other variables 
(namely CA, FDI, PI and OI) in all the countries. This highlights the importance of disaggregating the 
FA  into  individual  component  while  indicating  the  different  causality  pattern.  Without  the 
disaggregating of the FA, the impact of each component would not be clear. Fifth, the error correction 
term (ECT) is statistically significant and the burden of short run endogenous adjustment is beared by 
CA in these countries. Notice that the error correction term (ECT) carries the correct sign (negative) 
and is relatively small. For instance, in Indonesia and Thailand the speed of adjustment as measured 
by the ECT coefficient is 0.02 that need about 50 quarters to adjust to the long run equilibrium due to 
the short run adjustments. On the other hand, for Korea and Philippines, the speed of adjustment as 
measured by the ECT coefficient is 0.03 and 0.04; that need about 33.33 and 25 quarters respectively 
to  adjust  to  the  long  run  equilibrium  due  to  the  short  run  adjustments.  The  directions  of  causal 
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  ∆CA  ∆FA  ∆FDI  ∆PI  ∆OI  ECT 
             
Indonesia             
∆CA     0.54 (0.76)  6.36 (0.03)**  8.57 (0.00)**  0.94 (0.62)   0.02 [ 2.43]** 
∆FA  6.61 (0.03)**     2.96 (0.22)  0.01 (0.99)  0.21 (0.91)   0.32 [ 0.42] 
∆FDI  0.71 (0.69)  0.09 (0.95)     1.31 (0.52)  1.49 (0.47)   0.26 [ 0.86] 
∆PI  0.41 (0.81)  2.18 (0.34)  3.46 (0.05)**     3.16 (0.05)**  0.01 [1.04] 
∆OI  1.25 (0.53)  0.86 (0.65)  4.47 (0.04)**  0.12 (0.94)      0.12 [ 0.58] 
             
Korea             
∆CA     0.21 (0.91)  0.51 (0.77)  0.95 (0.62)  0.69 (0.71)   0.03 [ 3.18]** 
∆FA  3.73 (0.05)**     0.81 (0.67)  0.47 (0.79)  2.38 (0.31)   0.01 [ 1.68] 
∆FDI  2.45 (0.29)  2.68 (0.26)     5.14 (0.04)**  2.56 (0.28)   0.01 [ 0.32] 
∆PI  1.83 (0.39)  1.22 (0.54)  1.05 (0.59)     0.14 (0.93)  0.01 [1.33] 
∆OI  9.48 (0.00)**  3.45 (0.05)  0.26 (0.88)  3.31 (0.05)**      0.00 [ 0.71] 
             
Philippines             
∆CA     1.51 (0.47)  0.17 (0.92)  6.67 (0.03)**  7.72 (0.01)**   0.04 [ 3.81]** 
∆FA  4.12 (0.02)**     2.81 (0.24)  1.21 (0.55)  2.71 (0.25)    0.01 [ 1.53] 
∆FDI  9.91 (0.00)**  1.14 (0.56)     4.11 (0.03)**  1.39 (0.49)    0.21 [ 0.66] 
∆PI  1.25 (0.53)  2.08 (0.35)  0.22 (0.89)     0.51 (0.77)   0.01 [1.98] 
∆OI  0.86 (0.65)  0.02 (0.99)  7.59 (0.01)**  3.63 (0.05)**       0.01 [ 1.09] 
             
Thailand             
∆CA     2.41 (0.31)  2.97 (0.23)  2.74 (0.25)  0.87 (0.64)   0.02 [ 2.23]** 
∆FA  6.23 (0.04)**     1.91 (0.38)  0.24 (0.88)  0.03 (0.98)    0.21 [ 0.26] 
∆FDI  0.23 (0.88)  0.93 (0.63)     2.34 (0.31)  2.68 (0.26)   0.17 [0.39] 
∆PI  0.35 (0.83)  1.21 (0.55)  0.57 (0.75)     3.01 (0.22)    0.19 [ 0.41] 
∆OI  9.31 (0.00)**  0.54 (0.76)  9.24 (0.00)**  2.38 (0.31)       0.17 [ 0.48] 
 
Notes: All variables are in first differences with the exception of the lagged error correction terms (ECT). 
Figures in the  parentheses, ( ) are the P value and [ ] are the  t statistics.  The χ
2 statistics tests the  jointly 
significance  of  the  lagged  values  of  the  independent  variables.  Asterisks  **  and  *  denote  the  statistically 
significance at 5% and 10% levels respectively. 
 
4. Concluding Remarks 
This paper empirically analyses the causality pattern between CA and the components of the FA 
in the four crisis affected Asian countries. The purpose is to identify the source of imbalance in one 
account (current or financial) to the other. Our key findings are as follows. First, we found evidence 
supportive of long run cointegration relationship between CA and FA for all the countries. Second, 
financial  account  (FA)  and  portfolio  investment  (PI)  as  well  as  other  investment  (OI)  negatively 
impact current account (CA) throughout the estimation period, supporting the notion that in order to 
reduce  deficit  in  CA,  these  components  should  remain  surplus.  On  contrast,  FDI  is  positively 
contributes to the current account (CA).  
Third, CA Granger causes FA suggesting that CA can be used as the control policy variable for 
the flows of capital in these countries. Such an evidences brings implication that the innovation of CA 
(whether deficit or surplus) would be important information for the liberalization and globalization of 
FA. Edwards (2007) in his paper suggest that a higher CA deficit would increase the probability of a 
capital flow contraction, consistent with our empirical findings. Further, the decomposition of the FA 
helps to identified which of these components drive the current account the most while designing Journal of Applied Economic Sciences 
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appropriate policy impetus. Empirically, we found that FDI → CA in Indonesia while PI and OI → 
CA in the Philippines. From the policy perspectives, these disaggregated components could be the 
solution  for  the  persistent  current  account  deficits.  Therefore,  reformation,  surveillance  and 
strengthening of the financial architecture need to be instituted to ensure maximum benefits accrue to 
the countries in the region.  
 
Figure 1. Short run lead lag linkages summarized from VECM 
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Notes: CA→FA indicates that changes in CA contain leading information for changes in FA. 
CA←FA implies the reverse. 
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